Report to the 78th
Texas Legislature

Scope of Competition
in Telecommunications
Markets of Texas

Public Utility Commission of Texas
January 2003



ACKNOWLEDGEMENTS:

Public Utility Commission of Texas
Rebecca Klein, Chairman
Brett A. Perlman, Commissioner
Julie Caruthers Parsley, Commissioner

Project Supervisors
Pam Whittington, Division Director
Marshall Adair, Director of Telecommunications Policy Analysis
Policy Development Division

Project Team
Tina Donahoo, Co-Lead
Rosemary McMahill, Co-Lead

In addition, special thanks to other Commission staff members who
contributed to the preparation of this report:

Rick Akin Letitia Garcia Diane Parker
Hayden Childs Darrell Guthrie Elango Rajagopal
Lori Cobos Isabel Herrera Anna Ramirez
Tammy Cooper Martha Hinkle Mike Renfro
Alyssa Eacono Stephen Journeay Betsy Tyson

Janis Ervin James Kelsaw Gordon Van Sickle
Jennifer Fagan Randy Klaus Sharon Williams

Theresa Gage

Steven Pamintuan



r”

2003 Report on Scope of Competition in Telecommunications Markets in Texas i

Table of Contents

EXecutive SUMMALY ....ccciviennnnicssanisssanecssssissssnssssssssesssnsossassssasssssassssssssossesses xi

Chapter I. Legislative Parameters for Local Telephone Competition .... 1

A, Key LegiSlation.....cccvveieiiieniieniieieeciieecite et e et se s et et saeseve e es 1
1. Texas House Bill 2128.....coi ittt 1

2. Federal Telecommunications Act 0f 1996 .......ccccceviimineriincnrcnecereeeeenns 1

3. Texas Senate Bill 560 and Senate Bill 86........cccccovimiiiniiniiiiiiccieceeee 2

B.  KeyFeatures 0f the FTA ....ccoii ittt 2
1. The Trilogy: Local Competition, Universal Service, and Access Charges .... 2

2. Methods of Competitive Market Entry .......coceeveereineniereenceneenrenneneenee e 2

B RESALE ..ottt e 3

b. Access to Unbundled Network Elements .........ccoccvvvvevvenieeenncnnenienneee. 3

c. Construction of New Facilities........cocceeverrieiirniirieneneecieeeenrecee e 3

3. The Section 271 “Carrot”......cccceeeirereieeirieesrieeitessresreesstessreeesreeesreeeseeenneessnne 3

4. Federal-State Shared Responsibility for Implementation.........cccccecereevueeee. 4
Chapter I1. Status of the National Telecommunications Industry........ S
A. Financial Markets and the Telecommunications Industry........cccccceveeeveeeennnnn 5
1. Capital MarketS.......ccocevvuirieriienieeieeieeieei et ettt et r e s esae s 7

2. BanKIUPLCIES ...ocoviiiiieeiierite ettt et e st sae e e e senresne e eae e 7

3. Layoffs and Capital EXpenditures........cccocceevveeeieerieeniceniienieceeeeeeeeeeeeee e 7

4. ConSONAAtION 1.eieiieeiiiieiiee ettt eetr e seree e e sbbe e s e s esbeeeesatresesbeesneessnnne 7

B. Telecommunications Industry Trends.........ccoccevvieiiniinncniiniieeenrcee e 7
1. Local Telephone Competition.........cceereerrieerieerrierieiicieeresseeeseessveesveeseeeenns 8

2. WIreless Market......cueeiiiiieiiiieiiie e sere s s 11

3. Long-Distance Market .........coocveiriiiiiiniiiiiieiieceeeeeeeee et 11

4.  Broadband Deployment ........ccceeceieiieerieirreriieriineseeeeeete e ssie e e e eeeeas 13
Chapter I1I. Status of the Texas Telecommunications Industry.......... .15
A. Local Telephone Market in TE€Xas ....c.cevveirirerriieniiieenieeiereseee et 15
1. Texas CLEC Certifications ........ccoveerierieneerieerienniienreneetenieeseeesreseneeseseeennee 15

. Overall Industry Revenues and Market Share ..........c.coeeevveriicenniecnienrennne 18

3. CLEC BUSINESS StrateZIes ......cceeevueriiirnieriiiirieniieenieniteeiesseseeene e snseensesaees 20

a. CLEC MOdes Of ENLIY ..oiiiiiiiiiniiiniercieeciceeieesene e sics e esaeesaee e 20

b. CLEC Geographic Markets..........cccoveiinieiniiniienienieniee e 23

¢. CLEC Business and Residential CUStOMErs .........cocveeviveverriereeseeencrenneeenns 27

B. Broadband Market in TeXas......cccceereiieiiriniiniieeienriees ettt sneees 31
C. Long-Distance Market in TeXas.......ceeeiierieriienieciiceneescee et 37
L. Market Share........cocveeoieiiienieeieesieerie ettt s s seseesanee 37

2. Long-Distance and Wireless COMPATISON .....cc.eeeerrevreneerireeveereenuesrieerieennes 38



2003 Report on Scope of Competition in Telecommunications Markets in Texas ii

Chapter I'V. Commission Activities: 2001 - 2003........cccoeceererueeene ceersessenses 39
A. Commission Activities Under the FTA ........cccooivvieeciiieneeeeeeecee 39
1. Arbitrations and Dispute ResOIUtion.........ccceeeeiveerienenieenieieieseerieieecveenens 39
a. Texas 271 AZIeemMENt .......cccoviiiriiiriiienieenieceeeieeete e e eseeesneesnreeseneens 40

b. Compulsory Arbitration .......cccoeeueevuieieiriiieeieiesiese e ene e e 41

C. MCIM ATDItratION ..cuveemeeriiieiieiieieecie et see et ssestr et et e aae s e e e aeese e 45

d. Rhythms’ Line Sharing Arbitration .........cccocevevveveinnncnennnninrerennn 46

2. SWBT Performance MEaSUIES.........ccceecvrecreerireriesieenreereeeeesseseessseeineesseennsens 47
a. Percentage of Performance Measures Met.........ccccoevencevenrinieennenennnne. 49

b. Damages and Penalties ........ccccoeveeieeciiinienieeie e 51

B. Commission Activities under PURA ........cccooiriiriencineeceneeeeeveeeeee e 53
1. Assessment of the H.B. 2128 and S.B. 560 Regulatory Framework ............ 54
a. H.B. 2128: 1995 Legislative Session .........cccevvveeevrenieenrerireeseeerveeeveeennes 54

b. S.B. 560: 1999 Legislative SESSIioN ........cccevereeeeeneeiresienieeeereere e 54

C. Pricing F1eXibDility.....cceoveeiiriieieiieceeecie sttt et 55

d. Rate Group Reclassification ..........cceeeeiecieniesencerecceesceeeeeeee e 58

€. Earnings REVIEW .....ccoiiiiiiiiiiereececeeeete et 59

2. Texas Universal Service Fund ........c.cccoeceviiinencininieieneeeceseeeeie e 61
A. TUSF PIOGIamMS....ccoiiiiiiieiieeitirtee st eesieeseesiees e e sre e ssaeete e st assae s snaeennes 61

D. TUSE ASSESSIMENL ...ccueeeiiieireuiirierieeriiieiesieeressessesaeseressesseseseesseesseessnnens 63

C. TUSF AdminiStration........ccceeivreerieneeienieseeeniesenienseeeenesesssessesssesnsevnenns 64

. TUSF REVEIUE.....cciiiiiieieecieeteeteniestesete st tesesae e sse st s ansassessans 65

e. TUSF Rulemaking Proceedings..........cccevveviieieviieienieiieiecreecie e 65

£ TUSE REVIEW ..eeiiiiiiiieeiteitritetnte st steete et sesse s et sss e e evesanenseeneenne 66

3. Switched Access Charges in TeXas......cccovuevirveerrerireneesieereeseeeeeeeseeeeeenens 66
a. Developments Since the 2001 Legislative Session.........ccccevveveeerveenveenen. 67

b. Switched Access Charge Case.........ccovveeerieveeieierieireriesreseseeeesesneeneens 67

4. Advanced SETVICES.......ccoevuerriiriiriireiieieecieeeereere e e ese s s ssrere e s e e neeraeeneas 68
8. DSL Service 10 TeXaS....cccoiiiiiiiiiiieciieeieseecee ettt es e e ses e e ennreesenees 69

b. Advanced Services in Rural TeXas .......ccoceeveereerineeirrnieneeeesesieseeeneennns 69

C. LBJ School Pilot PTOJECt ....ccueevuiiiieieeiicieeecteeeee ettt 72

d. Broadband Work Team........ccccceriiririierenrisieienresieeseese e 73

e. Governor’s Broadband FOrum ...........ccoeeeveeiincnieenecnecieieee e 73

£ TIF BOATd ..ottt sttt a et et s e b ssnesasenaens 74

5. Customer ProteCtion........ccocueiveeiieeieeieeie ettt et 75
a. Complaint Handling ........c.ceoeeiieriimiiriecesereserc e evee e 75

b. Service QUAality.....ccceecrereieieerieieiereeieeteeee ettt e e et 81

6. Municipal Rights-0f-Way .....ccccooviiriiiiiiiececeeeecreee e 83
a. Implementation Projects......c.cceiiiiiririiecieieieeseeieste ettt 84

b. Outstanding ISSUES .....coccevvieriirieiriecteeete ettt ae e 86

7. BUilding ACCESS ....cveuiiiiireierieieeresierte ettt sttt sttt ae s 86
8. Pay Telephone Service in TeXas.....coeeurverrienrreereeinireeineeieieseesreesas s e 87
8. REGISIatioN ....oouiiiiiiiii e 87

b. Providers SU€ SWBT .....coooiiiiioieieeeeeetee sttt re e v et ere s 88

9. Area Code Relief.......ccooiiiiiiiiieceeceee e 90



2003 Report on Scope of Competition in Telecommunications Markets in Texas iii

2. 903 — NOTtheast TeXaS...c.ceerriirirriieiierierrere ettt ee et eereeneeesreens 90

D. 015 — WSt TOXAS.ueiveriienieiniieieniieeste et ssie et te e seeessneesbeeneessesaeesane 91

c. Texas’s Area Code Outlook for the FUuture .........cccooevveeveeneniincnnnnicnnen. 91

10.  Cross Border Toll-Free Calling ....c..coceevveviiveeeiinienenenecieneeeeseeeeenene 91
11, ADADS IN TEXAS ..eiitiriiiiinieeiienterteirestasteeee st steesiee b e satesetesaesseeseesee 92
12. 211 Implementation in TeXaS.......ceccvrererrrerenieeriirerieensiesereeeseereesseessanens 92
13. O1T INIHALIVES. ..eeieuieieiieeteeetee ettt et r et e bt e s et e s sae e s be et e ssaesaseeeen 93
Chapter V. Prospective Federal Initiatives Affecting Texas ......cececeuneee 95
A, U.S. Legislative ACHIVILY...coiviiieriieeiieeieeiireeieeieeesveeesiaesneereeeareesseaesssesseessnnens 95
1. Tauzin-Dingell Bill.......cccoiiiiiiiiiiiecreeee e 95

2. Breaux-Nichols Bill ........cccoiiiiiiiiiiiiiiini et eecereeeeiee e 95

3. Small Business and Farm Economic Recovery Act .......ccccvvueevvencrvcenvennnee. 96

4. Rural Issues Advisory Board ACt .......occvveeeiiiiecieiccee et 97

B, FOC ACHVILIES ..eeeeiiiiiieiieeeee ettt sttt eneee e se e maesnneesmnees 97
1. Local Competition Proceedings........ccccevuevieneesiernieneenenenieeccnreeeee e 98

a. UNE Triennial REVIEW......cccccviiiiiieriiiinieeeceescereere ettt e 98

b. Wireline Proceeding.......ccccooeevuierieririieieniieeeeieseeteeeet et 99

c. Performance Measures REVIEW .......c..ccvvvieriieiicinncnnieeieneeiecrenesee e 99

2. Broadband Proceedings .......c..cccevvieriiriiiiiieiiiieiiecnssie e ssireseee e see e 100

Q. LNE Sharing . ..cocveeriieiieieeeeieee ettt 100

b. ILEC Broadband (Dominant/Non-Dominant) ..........cceeceeveereencrnrencenne. 100

c. Cable Modem Proceeding.........ccceeveeiieriienreniieniieeieeeeesieeeesreeseeesecenans 101

3. Other FCC ACHVITIES ....oviieieriieieeieneeie e ete e seeeseesaeeseeseseesrestesanenes 101
Chapter VI. Homeland Security Measures .......ccoceeeeeescerssarcssecssacssneosans 103
A. Federal Homeland SeCUitY........cccoeviiiriiiriiiiiinrie et 103
B.  State Homeland SeCUrity........ccooieriimiriieniciencrie ettt s 104
1. Governor’s Task Force on Homeland Security ..........cocevveeviiininnincinenns 105

2. State Infrastructure Protection Advisory Committee (SIPAC).....cccceveenne 105

3. Homeland Security State Agency Operations Group .......ccecceceeveeeereerseenne 106

4. Texas First Responder Preparedness Programi..........cccoceervvevriereninecvnnceenns 107

5. Homeland Security Efforts at the CommiSSion ........cccceverveeeevenienieencnnne. 108

a. Service Quality Oversight Project........cccveeeevieeninieinsieciiieeneesreeeieeeane 108

b. Emergency Management Response Team ..........ccceceevveverieenieneeninenens 109

6. SUMIMAIY c.eeiiiiieiiieeiteeeiterre e et e eieesraestesssesaessseessasseenssessseeessasessseessseesnes 110
Chapter VII. Emerging ISSUes ........cccccereercercssanssnsesaseenss ceresees cesrsssesesne 111
A, Structural SeParation.........cuevieeerieeecieiriiereeiienieeereseeeneeeeeesreaeeeeeenseeeeaessenns 111
B.  Third-Party AAminiStrator .........ccvevieeviesieeieiieniecresereseseesreseeeseeeseesnesseessnenns 112
C.  Performance MEASUTIES........cccuerieriiririieneetesteeirenece et e e sete st e st esaresbessaeenns 113
D. Winback and Code of Conduct for Telecommunications Providers ............... 114
B RAIES ittt st e st e e eane s 115
F. VOICE-OVEL IP ettt sttt et s s 116
G.  Broadband POLICY.....cccciiieiiiriieiieiecctccreecece e sreesee et 117



2003 Report on Scope of Competition in Telecommunications Markets in Texas iv

Lo Demand ......cooiiiiiieein et e st neae s 118
2 SUPPLY ettt s s e s 118
3. State POIICIES ..uuiieiieiiieeiite ettt st et 118
4. Broadband Policy Recommendations.......cc.cocucerereneeeinnenncrrecineecennenneans 119
H. Towards a New Framework for Telecommunications Competition................ 119

Chapter VIII. Legislative Recommendations.........ccccceeerrerserescnccsncsees 123
A, Access to Information ..........ceoeeieverieniniictnee e 123
B. Specific Legislative Recommendations........c.ccoeeeveeveerveenienneeeseeseensreenenenes 124



2003 Report on Scope of Competition in Telecommunications Markets in Texas v

List of Appendices

Appendix A. Research MethodOlOZY ......coeeviviivieriiieeiniiiiereeeecrieseceeeere e enees 125
Appendix B. Capital MArkets ..........coceceeerrierireririeessseesseseeessesesseseeseseeseesessesensssssnsees 127
Appendix C. BanKrupteies .......eeeeeveririirieririeieeetrietsessesereeseseesetesenesessestesestesesesessenens 131
Appendix D. Layoffs and Capital EXpenditures...........coceveererenieninicnenncenieenennrennnenens 133
Appendix E. ConSOHAAtiON........ccevvrieriinrinireieieenieereteseseestestesseeessesaesesessesasseseesesseneas 135
Appendix F. Long-Distance Market Effect on Profit Share...........ccocceevercvrenievineninnn. 137
Appendix G. Texas Companies Declaring BankruptCy........ccceeeveverenieneriennnincenuennenens 139
Appendix H. Total ILEC and CLEC Retail Lines in TeXas ......ccccvveevvrrrerrveriennsenennennes 141
Appendix L. CLEC ENtry StrateZies......cccuiiereeriinrecteereieereetesineseeeessessesssnssnesssssessessense 143
Appendix J. CLEC Facilities-Based Lines by COUNLtY........ccoevereriererenierreereeerienisreanenens 145
Appendix K. CLEC Total Service Resale (TSR) Lines by County........cccceecevvrrecreuenee. 147
Appendix L. CLEC UNE-L Lines by COUNLY .....cccevvrirririeereerenierienieenienieeesreseesessenenens 149
Appendix M. CLEC UNE-P Lines by County...........coecvevcereenreseneoinienrenneensesnenaanees 151
Appendix N. Commission Arbitration DeCISIONS .......cocvevrereervereeenererienienieninesesensenene 153
Appendix O. SWBT T2A Fines (June 2000 through December 2001)........ccccoovruenec. 157
Appendix P. Rate Group ReclassifiCation ..........ccocueuieeeeiiiieneeniniencerieceee e seeeens 161
Appendix Q. TUSF DiSDUISEIMIENTS ....cc.eecuiiuiiirieeiiirriinecereessreesaesseseeiessseesssesssssensesseees 163
Appendix R. Background on Switched Access Charges .......coccoeeeevererucrienenereneecrnnees 167
Appendix S. Advanced Services Technologies Overview: Development and Convergence
................................................................................................................................. 173
Appendix T. Penalty Matrix for Violations of Retail Service Quality Rules................. 179
Appendix U. U.S. Legislative ACHVILY ....ccvcierieeiireirecreerecieeeeeeneesieeineressesessessesaesaanses 183
Appendix V. Commission’s Response to the FCC’s Request for Comments relating to
Core Broadband and Local Competition Proceedings......c.cceveeeveeerniennernennenneee. 187

AppendiX W. LiSt Of ACTONYIMS .c.vviierieiiiiiieticcieeieereereeeee et eseeeseseesesessessesssasneseens 197






2003 Report on Scope of Competition in Telecommunications Markets in Texas vii

List of Tables

Table 1 — Number of Broadband Users Nationwide (1999-2002).......cccceccemeercreereennenne 13
Table 2 — Growth of Broadband Users Nationwide (1999-2002).......cccoevveeeererrrenerenenne 13
Table 3 — Number of TexXas CLECS.......ccocvriienenieirierienineetneeeseeseees e ese s sssseseens 17
Table 4 — CLEC Market Share and Growth Rates in TeXas........cccccveevnncniiinnninenncns 19
Table 5 — Total Access Lines by Geography .......ccccevevererieercnnerenecnicmnecsceesieeennes 23
Table 6 — CLEC Lines by Entry Strategy and Geography in TeXas.......cc.cvceereenieviiruenne. 25
Table 7 — Total ILEC and CLEC Residential and Non-Residential Lines in Texas, as of
JUNE 2002 ...t st 27
Table 8 — Broadband Subscribers in Texas Compared to Other States .........cccccevueuene 32
Table 9 — Comparison of Wireline and Wireless in Texas.........cccocvveviinvincneciennnne. 38
Table 10 — Type and Number of Interconnection Agreements in Texas.......ccccocuecvenne 40
Table 11 — Type and Number of Arbitrations in TeXas .........ccceveeereverercenicnnercsiisaniennes 41
Table 12 — Sample of Changes in SWBT’s Pricing for Vertical Services in Texas....... 56
Table 13 — Sample of Changes in Pricing in Verizon’s Vertical Services in Texas....... 57
Table 14 — Review of Earnings Reports for FY Ending 2000 and 2001 ..........c.c.c...... 60
Table 15 — TUSF Revenues to Companies, FY 2000 and FY 2001 .......ccccoviiiinnnne. 65
Table 16 — Payphone Providers Registered in TeXas........cccceceveverermcrmmienrenicvnnneneennnns 88
Table 17 — Towards a New Telecommunications Framework .......c..ccccoccvinininnnnne 121
Table 18 — The Cost of RBOCs Remaining Solvent ..........cccovveevieneeiecicrnnencnniinnnes 127
Table 19 — Comparison of Largest Texas Telecom Firms’ Capital Markets................ 128
Table 20 — Annual Texas Layoffs by Telecom Providers and Equipment Vendors .... 133
Table 21 — Texas Companies Declaring BankruptCy .......coccoevevvcvenicniniiinninnians 139
Table 22 — Total ILEC and CLEC Retail Lines in TeXas......cc.cocecevcerenrinccnincniinnns 141
Table 23 — SWBT T2A Fines, June 2000 through December 2001 ..........c..cccvrvuennene 157
Table 24 — SWBT’s Rate Group Reclassification by Exchange...........ccoccevevvecveccnnne 161
Table 25 — Verizon’s Rate Group Reclassification by Exchange........c..ccccevevivviennnnnnn. 162
Table 26 — TUSF Disbursements by Program ..........cccoceceeveevnennivineniniceeeeans 163
Table 27 — TUSF Disbursements t0 COMPANIES.......coevveruerirerrerererreeresiesseseressesieenes 164
Table 28 — Example of Replacing CCL Revenue with Subscriber Line Charges ........ 171
Table 29 — Types of High-Speed Connections to Residential Customers.................... 174

Table 30 — Matrix for Calculating and Processing Administrative Penalties for
Violations of P.U.C. SUBST. R. 26.54(c), Relating to Telephone Service Quality
StANAAIAS ...t et 180






2003 Report on Scope of Competition in Telecommunications Markets in Texas ix

List of Figures

Figure 1 — Nationwide Growth of Access LINes........ceovrierrierieericinieniiencese e 8
Figure 2 — CLEC National Entry Strategy, as of December 1999 ........c.ccccoceeiirirnnenncns 9
Figure 3 — CLEC National Entry Strategy as of June 2002.........cccccceverveencinnecnrecrnnennen. 10
Figure 4 — Wireless Subscribers by Year.......ooceevierivreieniieenieenieee et eneees 11
Figure 5 — Number of SPCOAs and COAs Certifications Granted and Relinquished in
TEXAS, DY YBAT c.eeieeiiieieeeeitet sttt bttt s st st e et be e ene 16
Figure 6 — ILEC vs. CLEC Basic Local Service Revenues in TeXas .....c..cccovvverueeeneen. 18
Figure 7— ILEC vs. CLEC Lines in TeXaS ......cccovuereerermerieerienieeseeneeeneessrresesseesnesanens 19
Figure 8 — CLEC Line Growth in Texas Compared with Nationwide and Other States 20
Figure 9 — CLEC Lines by Entry Strategy in Texas, as of June 2002 .........cccceeeveeureenenes 21
Figure 10 — Revenue by CLEC Entry Strategy in TeXas ......ccceeverveevenencnereccceneennennes 22
Figure 11 — Texas CLEC Entry Strategy vs. Nationwide........cccececeerreerieeriirenreencvecnnnns 23
Figure 12 — ILEC versus CLEC Lines in Texas by Geography as of June 30, 2002 ..... 24
Figure 13 — CLEC Lines by Geography in Texas, as of June 2002.........cc.cccccevvreurecnnres 25
Figure 14 — Total Number of CLEC Lines by County, as of June 2002 .........c.cccceeuneee 26
Figure 15 — CLEC Lines by Geography and Type of Customer in Texas......c.c.coceeeueene 27
Figure 16 — CLEC Residential Lines by Entry Strategy in TeXas....c..ccooceeveererreeceenen. 28
Figure 17 — CLEC Non-Residential Lines by Entry Strategy in Texas.......ccccceevceeneenen. 29
Figure 18 —LEC Non-Residential Lines in Texas by Geography as of June 30, 2002 ... 30
Figure 19 — Broadband Subscribers in TeXas .....cccceeeerierrierirenieniienienieeneenieeeeesvesenenens 31
Figure 20 — Number of Broadband Providers per County as of June 2002.................... 33
Figure 21 — Number of Broadband Providers by Population Density of County........... 34
Figure 22 — Urban vs. Rural SBC Wire Centers with DSL Deployment, 4th Quarter
2007 ettt ettt ettt et et b et st et ene b et et et et e tens 35
Figure 23 — xDSL Deployment in SBC Wire Centers, 4th Quarter 2001...........c.c.cccee.e. 36
Figure 24 — Long-distance Market Share Over Time ........cccoeervircinvinnicninniicncnnirennees 37
Figure 25 — National UNE-P Rate CompariSOn.........cceevvreerieerireernieeeseeenieesrtensrneenneens 44
Figure 26 — SWBT Success Ratio for Performance Measures in Texas.........cocccecveeenenns 50
Figure 27 — Percentage of Performance Measurements Met — Tier 2 ........cccceevveeveennene 51
Figure 28 — SWBT Texas 271 Tier 1 and Tier 2 Payments —........ccccccevvvevenveenneeesreneeenne 52
Figure 29 — Availability of Broadband Providers in Communities Subject to the
Advanced Services RULE ......c.ccovueiiiiiiiiiniinietcteeeeeecee et 71
Figure 30 — Number of Calls Answered Each Day in Customer Protection ................. 76
Figure 31 — Total Complaints Received by the CommiSSion .........ceveeveeeeeceervecrseerarenns 77
Figure 32 — Composition of Telecom Complaints Received,.........ccovveenveercrneriiersncennnns 78
Figure 33 — Texas Area Codes - 2002 ......ccoovuerrierenieinieiniieiereesieeiesieeereseesseenseesveeseeens 90
Figure 34 — Texas Area Code - 2003 ....cooiivrieriieciirieeieeneeeee st s e essesessessneessenas 90
Figure 35 — CLEC Facilities-Based Lines by County .........cccceerermnirineeenecnieeceeenne 145
Figure 36 — CLEC Total Service Resale (TSR) Lines by County .......cc.cceeevveeuienuecene. 147
Figure 37 — CLEC UNE-L Lines by County ........ccoccvreiveeriireiieeeceenesiieeeivieessnesesnnns 149

Figure 38 — CLEC UNE-P Lines by County ......cc.cocevceerreienrecienieenieereesienceneeeneenees 151
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Executive Summary

In the Report to the 77™ Texas Legislature on the Scope of Competition in the
Telecommunications Markets, the Public Utility Commission (Commission) reported that
competitive local exchange carriers (CLECs) “now have the regulatory framework to
challenge Southwestern Bell and Verizon for market share in Texas.” At the time of the
2001 Scope Report, CLECs had captured 12% of the local telecommunications market in
Texas. In the intervening time period, CLECs have gained an additional three percent
market share. In roughly the same time period, Southwestern Bell Telephone Company
(SWBT) has captured over 30% of the long-distance market in the areas where
Southwestern Bell Corporation (SBC) has the authority to provide long-distance service.

Pursuant to Public Utility Regulatory Act (PURA) Section 52.006(a), the
Commission submits this Report to the 7 8" Texas Legislature, Scope of Competition in
Telecommunications Markets in Texas. This Report examines the existing condition of
competition in the local, long-distance, and broadband telecommunications markets at
both the national and state level. Over the past several years, the Texas Legislature,
Congress, and the Commission have successfully laid the groundwork for competitors to
enter the local telecommunications market. In the 2001 Scope Report, the Commission
reported that competitive providers were capturing more customers in the larger
metropolitan and suburban areas of Austin, Dallas, Houston, and San Antonio, but the
Commission noted that competition in rural areas was very limited. That situation is
changing. As of June 2002, Texas CLECs serve 16% of the local customers in rural
areas, 13% in suburban areas, and 16% in urban areas. In the 200 Scope Report, the
Commission also reported that competitive providers were capturing more business
customers than residential customers. The gap is narrowing in that area as well. CLECs
currently serve 14% of residential customers and 17% of business customers, a difference
of only three percent.

While the advent of competition in rural areas is a welcome sign, it is not clear
that such competition is sustainable. The same can be said of the overall CLEC capture
of customers in the Texas local market. This uncertainty is due partly to pending actions
at the Federal Communications Commission (FCC) concerning the continuous
availability of access to the incumbent local exchange carriers (ILECs’) networks. Even
though ILECs have lost 15% of the access lines to competitors, they still serve 85% of
the local market and own the underlying facilities. ILECs, therefore, may still possess
market power. With regard to the wholesale provision of the incumbents’ network to
competitive providers, any changes that minimize access to that network should be
scrutinized carefully to avoid adding further uncertainty to the competitive market. With
regard to the retail market, the Commission believes regulatory oversight of rates, quality
of service, and other customer protections are critical elements to sustain a competitive
landscape.

Since the 2001 Scope Report, the Commission has continued to implement
policies that foster a competitive local market. The Commission has also focused
increased resources on customer protection and enforcement of cramming and slamming
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and is preparing to file its first violation report under the 2001 No-Call list statute. These
issues and others will be explored in depth in this Report.

Chapter I of this report reacquaints the reader with brief highlights of relevant
state and federal statutes. Chapter II provides a summary of the financial and economic
profile of the telecommunications industry on a national basis. The nationwide status of
competition in local and broadband service markets contained in Chapter II provides a
richer context and a broad discussion of the current trends in competition. This overview
of national issues provides a context for the activities occurring in Texas as outlined in
Chapter III. Chapter IV delineates the activities the Commission has taken over the last
two years to further the evolution of competition in Texas, facilitate deployment in
broadband, and embrace customer protections. Federal initiatives pending before
Congress and stirring within the FCC will undoubtedly affect the current dynamics within
the telecommunications industry in Texas and could significantly change the business
plans and the business relationships among ILECs, CLECs, internet service providers
(ISPs), and other related industry participants. Chapter V delineates some of the bills that
gained significant discussion in Congress and highlights the prospective and profound
FCC decisions that affect the aforementioned dynamics. Chapter VI describes the
homeland security initiatives that are occurring at both the federal and state levels to
ensure the preparation of the telecommunications infrastructure in the event of an
emergency, and provides a synopsis of the Commission’s involvement in these activities.
Chapter VII highlights some of the emerging issues in the telecommunications market,
and provides an analysis of the debate surrounding these issues. The Report concludes
with a legislative recommendation for the Legislature’s consideration in the 78"
legislative session.
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Chapter 1. Legislative Parameters for Local Telephone
Competition

To provide a backdrop for this Report, following is a brief overview of key
legislation related to telecommunications that was enacted in prior sessions, as well as
highlights of the Federal Telecommunications Act of 1996 (FTA).'

A.  Key Legislation
1. Texas House Bill 2128

In 1995, the Texas Legislature adopted House Bill (H.B.) 2128, which
significantly amended the Public Utility Regulatory Act (PURA) with regard to
telecommunications. It mandated the opening of local exchange telecommunications
markets in Texas, particularly in areas served by Southwestern Bell Telephone Company
(SWBT) and GTE Southwest Incorporated (now Verizon Southwest). The law provided
a framework for competitive local exchange carriers (CLECs)” to obtain authority from
the Commission to provide local exchange service through any of three avenues,
including the building of network facilities,® leasing local loops,* or reselling another
company’s telecommunications services.” Additionally, H.B. 2128 established the duty
of telecommunications providers to “interconnect” their networks with each other.®

2. Federal Telecommunications Act of 1996

On February 8, 1996, Congress enacted the FTA, which paralleled H.B. 2128 in
numerous ways, and fundamentally changed telecommunications markets for the entire
nation. The FTA was the most dramatic change in telecommunications law since
Congress passed the Communications Act of 1934. Three principal goals established by
the 1996 Act were:

! Telecommunications Act of 1996, Pub. L. No. 104-104, 110 Stat. 56 (codified as amended in
scattered sections of 15 and 47 U.S.C.), the Federal Telecommunications Act (FTA).

? Perspectives on CLEC market share in Texas are discussed in Chapter III of this Report.

3 TEX CIV. STATS. ANN. art 1446¢-0 (referred to as PURAGYS) repealed by Act of May 12, 1995,
74% Leg., R.S,, ch. 231, 1995 Tex. Gen. Laws 2017; and repealed by Act of May §, 1997, 75% Leg., RS,
ch. 166 §9, 1997 Tex. Gen. Laws 1018. PURA9S § 3.2531 (repealed). The remaining part of this section is
recodified in the Public Utility Regulatory Act (PURA), TEX. UTIL. CODE, Ch. 54, Subchapter C (Vernon
1998 & Supp. 2003).

* PURA9S § 3.453, recodified as PURA Ch. 60, Subchapter C (Vernon 1998 & Supp. 2003). In
addition, PURA9S § 3.453, recodified as PURA § 60.021 (Vernon 1998) directed ILECs to unbundle their
networks to the extent ordered by the FCC.

> PURA95 § 3.453 (repealed), recodified as PURA Ch. 60, Subchapter C (Vernon 1998 &
Supp. 2003).

® PURAY95 § 3.458 (repealed), recodified as PURA Ch. 60, Subchapter G (Vernon 1998 & Supp.
2003).
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opening the local markets to competitive entry;

promoting increased competition in telecommunications markets that were
already open to competition, including the long-distance services market; and
3. reforming the system of universal service so that universal service would be
preserved and advanced as the local exchange and exchange access markets
moved from monopoly to competition.

3. Texas Senate Bill 560 and Senate Bill 86

In 1999, the Texas Legislature revised PURA by enacting two bills dealing with
the provision of local exchange telephone service. Senate Bill (S.B.) 560 increased
flexibility for ILECs in pricing and packaging telecommunications services. The Texas
Legislature also passed S.B. 86 to ensure customer choices and protections.

B. Key Features of the FTA

1. The Trilogy: Local Competition, Universal Service, and Access
Charges

N —

The Federal Communications Commission (FCC) views the FTA as a trilogy, i.e.
a three-pronged plan. The first prong of the trilogy consisted of opening local exchange
and exchange access markets to competition.” The FTA requires all local exchange
carriers (LECs), not just incumbents, to interconnect so that competing carriers can
provide service.® The FTA also requires incumbents to provide CLECs with access to
their networks. The second prong of the trilogy is universal service reform. Consistent
with FTA Section 254, Universal service, the FCC believes the universal service support
system must guarantee affordable telephone service to all Americans in an era in which
competition will be the driving force in telecommunications. The third prong of the
trilogy is access charge reform.” Because a competitive market drives prices toward cost,
the then-existing system of access charges was unsustainable because access charges
were widely believed to be significantly higher than the cost of providing access.

2. Methods of Competitive Market Entry

Section 251(a)(1) of the FTA requires all telecommunications carriers to
interconnect with the facilities and equipment of other telecommunications carriers,
allowing competitors three ways to serve customers.

7 Opening local markets was accomplished primarily through the Federal Telecommunications
Act of 1996 (FTA), 47 U.S.C.A. § 251 (West 2003), relating to Interconnection, and 47 U.S.C. § 252 (West
2003), relating to Procedures for negotiation, arbitration, and approval of agreements. Additionally,
special provisions for opening local markets contained in 47 U.S.C.A. § 271 (West 2003), relating to Bell
operating company entry into interLATA services, pertain only to Bell Operating Companies.

$47 U.S.CA. § 251(a)(1) (West 2003).

? Access charges are per-minute charges billed by LECs to long-distance companies for access
to the local exchange network so that long-distance companies can originate and terminate long-distance
calls.
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a. Resale

Under this entry method, competitors have the option to purchase
telecommunications services from another LEC at wholesale rates and resell those
services to their own customers at retail rates.' Although resale was initially a mode of
entry, its use has been declining rapidly as an entry strategy. In the early years after
passage of the FTA, competitors sometimes used resale as a transitional entry strategy
while building a proprietary network over a period of months or years.

b. Access to Unbundled Network Elements

This entry method enables competitors to lease discrete parts of an incumbent
local exchange company’s (ILEC’s) network— facilities and equipment that are used to
provide telephone service—at cost-based rates. These leased parts of the ILEC network
are referred to as “unbundled network elements” (UNEs). Competitors can combine
leased UNEs with their own facilities and/or resold services or they can provide local
service using entirely ILEC UNEs, which is referred to as the UNE Platform (UNE-P or
UNEP).!' If the CLEC leases the ILEC loops, but provides at least some of its own
facilities (typically a switch), this is known as UNE — Loop (UNE-L). UNE prices are set
by State commissions, including the Texas Commission, based on costs — specifically
total element long-run incremental costs (TELRIC). Many competitors now use UNE-P
as a transitional entry strategy to establish a presence in the market until they have the
customer volume to justify investing in facilities.

c. Construction of New Facilities

A competitor may enter a local telephone market by building entirely new
facilities. Under a full “facilities-based” method of entry, a competitor builds the entire
network that it needs to serve customers, including the “last mile” or “local loop” — the
connection to a customer’s premise. Because telecommunications networks are capital-
intensive, there are relatively few full facilities-based carriers compared to the number of
resellers, UNE-based carriers, or carriers that offer their services using a combination of
their own facilities and the ILECs’ UNEs.

3. The Section 271 “Carrot”

Section 271 of the FTA allows a Bell Operating Company (BOC) to enter the
long-distance market after the BOC proves that it has opened its local network to
competition.'?

10 All LECs are required to make their telecommunications services available for resale pursuant
to 47 U.S.C.A § 251(b)(1) (West 2003). However, only incumbent LECs are required, pursuant to 47
U.S.C.A. § 251(c)(4) (West 2003), to make their retail telecommunications services available for resale at a
wholesale rate,

" NEWTON's TELECOM DICTIONARY at 727 (17" ed. 2001) (UNE-P includes the loop from the
incumbent’s central office to the customer’s home or business, the switch, transport, and any necessary
cross connects.)

247 U.8.C. §271.
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BOCs were created in 1984 with the divestiture of AT&T, and were granted
monopoly status to provide local service, subject to regulation by the States.'® At that
time, BOCs were prohibited from competing in the interLATA long-distance market to
prevent them from committing anti-competitive practices against long-distance providers.

After lengthy proceedings and negotiation at the state and federal levels,
SBC/SWBT was granted Section 271 approval in Texas by the FCC in June 2000, and
began providing long-distance service in Texas in July 2000.

4. Federal-State Shared Responsibility for Implementation

The FTA’s blueprint for encouraging local competition flaced great responsibility
on the FCC and state commissions to implement the law.'* Only six months after
adoption of the FTA, the FCC produced two comprehensive documents charting a course
for implementation. Some of the FCC’s interpretations were challenged in federal court,
and many of the FCC’s interpretations of FTA requirements were affirmed. If specific
FCC findings were not affirmed, federal and state regulators adjusted through regulatory
rule and other processes.'

Implementation of the FTA was and continues to be a phenomenal undertaking—
the magnitude of which could not have been foreseen at the time the FTA was adopted.

13 In 1984, there were seven Regional BOCs.

' Although the FCC establishes nationwide guidelines, state regulators play a major role in
implementing key provisions of the FTA. For example, state commissions must approve or reject
interconnection agreements, and they have primary responsibility for arbitrating and mediating such
agreements if asked to do so by the negotiating parties. State regulators are also charged with developing
and implementing cost-based prices for interconnection and UNEs.

' In its initial Order implementing the local competition provisions of the FTA in August 1996,
the FCC established rules to accomplish interconnection between incumbent and competitive carriers,
allow competitors to collocate equipment in the incumbent’s structures, establish which parts of the
incumbent’s network would be open to competitors, and set out which States would be able to establish
rates for competitors’ interconnection. After the FCC released its ruling, several parties, including some
state regulators, challenged the decision in Jowa Utilities Board v. FCC, 120 F.3d 753, 795, 800, 819 (8"
Cir. 1997) (vacating 47 C.F.R. §§51.601-51.611). The Eighth Circuit overturned many of the FCC’s rules
on the grounds that the FCC had exceeded its authority and misinterpreted the FTA. In AT&T Corp. v.
Iowa Utilities, 525 U.S. 366 (1999), the U.S. Supreme Court issued a decision that noted that the FTA was
vague in some respects, affirmed the FCC’s rulemaking authority to implement the local competition
provisions of the FTA, and upheld most of the FCC’s rules. The case was remanded to the lower court for
further proceedings consistent with the Supreme Court’s decision. While court challenges raged on, state
regulators and the FCC moved forward with the implementation of competition in local exchange markets.
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Chapter II. Status of the National Telecommunications
Industry

This Chapter broadly addresses the status of the telecommunications industry
from a national perspective in order to provide context for the Texas-specific discussion
in Chapter III. The telecommunications industry has been center stage in the financial
turmoil currently affecting Wall Street and the corporate and accounting scandals that
have emerged in the last year. While financial news has dominated the headlines, many
trends indicate that the industry is undergoing a significant competitive transition that
continues to revolutionize the provision of telecommunications services.

This Chapter provides an overview of how these trends have affected the
economic conditions of the industry, by describing the local, broadband, long-distance
and wireless markets, and by providing competitive data on those markets. From a
combination of Commission-gathered data and information gathered from public sources,
the following conclusions can be reached:

1) nationwide the competitive local exchange carriers’ (CLECs’) local market
share is growing, but the rate of growth has slowed since October 2001;

2) the broadband market is growing rapidly, and broadband service can be
provided via the traditional telephone network, cable, or wireless technology;

3) the traditional long-distance market faces intense competition as a result of
Regional Bell Operating Company (RBOC) entry and wireless substitution;
and

4) the wireless market has high demand.

A. Financial Markets and the Telecommunications Industry

There is no question that the telecommunications industry has been severely
affected by turmoil in the financial markets and by the corporate and accounting scandals
that have emerged in 2001.

The current telecom downturn is, in terms of money lost, one of the largest
business crises in U.S. history, surpassing the dot-com crash of 2000-01, the savings and
loan crisis of the 1980s, and even the collapse of the railroads in the 1890s.'¢ Worldwide,
more than $2 trillion in telecom stock value has been lost over the past two years.17

During his speech at the Goldman Sachs Communicopia XI Conference in
October 2002, the Chairman of the Federal Communications Commission (FCC),
Michael Powell, stated that “Corporate governance scandals, over-capacity, hyper-
competition in some markets, a retrenchment of capital, continuing credit-rating

1 Kevin Maney, Future not so bright for telecoms, USA TODAY, July 15, 2002.

7 Id. (In comparison, the savings and loan crisis wiped out $250 billion (in 2002 dollars) in
value.
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downgrades, continued cuts in work force and capital expenditures and bankruptcies
sadly characterize the day.”"®

Stakeholders, regulators, the investment community, and commentators disagree
as to the cause of the downturn. Some point to faulty mergers and over-consolidation."’
Others lay the blame on a glut of fiber in the ground. Incumbent local exchange carriers
(ILECs) blame CLECs, asserting poor management and faulty business plans, while
CLECs cite the allegedly intransigent, anti-competitive behavior of the ILECs from
whom the CLECs must gain access to the network. Still others point to reduced
reciprocal compensation revenues.”’ Others state that it may simply be that the perfect
confluence of events—capital expenditures outpacing revenues and net income, corporate
misbehavior, the natural monopoly characteristics of the last mile of phone lines to the
home, enthusiastic mergers and acquisitions—created the perfect storm.

Seemingly, all sectors of the market have been affected by the decline in the
telecommunications market: (1) over 47 CLECs have filed for bankruptcy in the United
States since 2000;2' (2) the value of the RBOCs’ stock has declined;* (3) interexchange
carriers are struggling financially; and (4) WorldCom stands accused of perpetrating the
most expensive corporate fraud case in history.”> The sixth largest cable company,
Adelphia, filed for bankruptcy and the owners were arrested on fraud charges.”*

18 Remarks of Michael K. Powell, Chairman of the Federal Communications Commission, at
the Goldman Sachs Communicopia XI Conference, New York, NY, October 2, 2002.

1 Jim Krane, Once-Thriving Telecoms Felled by Faulty Mergers: Acquisition Mentality,
Changing Technology Aided Decline, ASSOCIATED PRESS (May 5, 2002).

® Shrinking Intercarrier Compensation Continues to Hurt Time Warner Telecom, TR DAILY
(May 8, 2002). (Reciprocal compensation involves arrangements between carriers for the transport and
termination of telecommunications traffic. The originating carrier typically pays the terminating carrier for
completing the call. Reciprocal compensation is the program by which the company doing the billing and
collecting the money pays over some of those monies to the other phone companies in the chain.)

2t ALTS, Progress Report on the CLEC Industry at Appendix A (Oct. 17, 2002).

22 Sanford Nowlin, SBC stock drops after layoff news: Analysts say firm is struggling because
sales aren’t growing, EXPRESS-NEWS at D1 (Sept. 28, 2002); ASSOCIATED PRESS, Web Posted: 12/05/2002
7:16 AM.

 Simon Romero and Riva Atlas, WorldCom Files For Bankruptcy; Largest U.S. Case: Market
is Expected to Reverberate after $107 Billion Collapse, NEW YORK TIMES at Al (July 22, 2002).

* Cable TV Giant Adelphia Files For Bankruptcy, HC at 2B, (June 21, 2002). The fallout has
also spread to telecommunications equipment manufacturers and vendors. Corning, the industry’s largest
fiber-optic manufacturer, reported revenues in the first quarter 2002 that were half of what it earned in the
first quarter of 2001. Dennis Berman and David Pringle, Telecom-Equipment Earnings Fall: Declines at
Larges Firms Viewed as Sign That Crash of the Sector is Deepening, WALL STREET JOURNAL at A3 (April
23, 2002). Corvis, a major fiber optic backbone provider for interexchange carriers, saw its revenue
decline 90 percent from the prior year. Yuki Noguchi, Corvis Revenue Drops Almost 90%: Lack of
Demand in Telecommunications Brings Quarter Loss of 871 Million, WASHINGTON POST at E05 (April 26,
2002); see also Corvis Corporation Reports Financial Results for the Second Quarter: Continued Focus
on Streamlining Business to Meet Current Market Conditions, www.corvis.com (July 25, 2002).
Independent suppliers of last-mile fiber, such as MFN, Espire, Telergy and DTI, have all filed for
bankruptcy protection. Dan Sweeney, Did MFN Bury Fiber in all the Wrong Places?, AMERICAN’S



Chapter 2 — Status of the National Telecommunications Industry 7

Appendices B through E provide further explanation of external factors and trends
that have affected the economics of the telecommunications industry in the United States,
such as capital markets, bankruptcies, layoffs and capital expenditures, and consolidation.

1. Capital Markets

Since the peak in March 2000, telecom stocks, as measured by the American
Stock Exchange index of 16 North American companies, have fallen more than 74%.>
For further detail, please see Appendix B.

2. Bankruptcies

In speaking before the Senate Commerce Committee on July 30, 2002, FCC
Chairman Powell commented that the telecom industry collectively owes a trillion
dollars, “much of which will never be repaid and will have to be written off by
investors.”*® Appendix C contains more detailed information on these bankruptcies.

3. Layoffs and Capital Expenditures

The job market in Texas has been affected by the industry’s national decline:
since the beginning of 2002, Southwestern Bell Corporation (SBC) and Alcatel (among
others) have announced that thousands of workers in the State will be laid off?’
Appendix D contains in-depth further information regarding these layoffs and reduced
capital expenditures.

4, Consolidation

Upon divestiture in 1984, the Bell System was divided into seven local service
providers, also known as the RBOCs, and one company to house the long-distance
company (AT&T) and equipment manufacturing arm (which has subsequently spun off
as Lucent in 1996). By 2002, just six years after the Federal Telecommunications Act
(FTA), only four RBOCs—Verizon, BellSouth, SBC, and Qwest—remain, having bought
out or merged with the other three, as well as with GTE. Appendix E contains more
detailed information on consolidations.

B. Telecommunications Industry Trends

While the telecommunications industry has been affected by Wall Street’s
financial crisis, the industry continues toward a significant competitive transition. Local

NETWORK WEEKLY (May 24, 2002). Equipment manufacturers Lucent and Ericsson have reported massive
losses, and both have cut their workforce to control expenses. Vikas Bajaj, Telecom Is Still Melting Down:
Ericsson, Lucent Join Industry List of Firms Facing Tough Times, DALLAS MORNING NEWS at D1 (April
23, 2002).

» Michael A. Hiltzik and James F. Peltz, Did Telecom Reformers Dial the Wrong Number?,
LOs ANGELES TIMES, July 24, 2002.

26 Paul Starr, The Great Telecom Implosion, THE AMERICAN PROSPECT, September 9, 2002,
available at http://www.prospect.org/print/V13/16/starr-p.html/.

27 Vikas Bajaj, Texas’ SBC, Alcatel Shedding More Jobs, DALLAS MORNING NEWS at 1-A (May
12, 2002).
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telecommunications competition continues but at a slower rate of growth. Wireless
demand remains high and some consumers have begun to substitute wireless phones for
traditional landline phones. Consumers have benefited significantly from strong
competition in the long-distance market. Broadband internet demand has also grown.
Taken together, these trends indicate that the telecommunications industry is undergoing
significant competitive transition that will bring more choices to consumers.

1. Local Telephone Competition

As shown in Figure 1, as of June 2002, the total number of access lines reached a
peak in December of 2000, declined in June of 2001, increased again in December of
2001 and decreased again as of June 2002. During the same period, the CLECs’ share of
those access lines has increased, while the ILECs’ share has decreased. As of June 2002,
CLECs had approximately 21.6 million local lines nationwide, representing 11% of the
total market.

Figure 1 — Nationwide Growth of Access Lines
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SOURCE: Local Telephone Competition Reports, FCC (Aug. 2000, May 2001, July 2002, Dec. 2002).

CLECs may enter the local market by (1) purchasing the ILEC’s retail service and
reselling that service to the CLEC’s own end-use customers, (2) building their own
facilities, or (3) purchasing unbundled network elements from the ILEC, and using those
elements, either alone or in conjunction with their own facilities, to provide service to
their end-use customers.?®

% Please see Appendix I for a detailed explanation of CLEC entry strategies.
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As shown in Figures 2 and 3, the CLECs’ primary entry vehicle has changed from
total service resale in December 1999 to use of unbundled network elements (UNEs) in
June 2002.

Figure 2 — CLEC National Entry Strategy by Access Line, as of
December 1999

Facilities based
33%

Resale
43%

UNEs
24%

SOURCE: FCC, Local Telephone Competition Report at Table 3 (July 2002).
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Figure 3 — CLEC National Entry Strategy as of June 2002

Facilities based
29%

UNEs
51%

SourcE: FCC, Local Telephone Competition Report at Table 3 (Dec. 2002).

Many of the RBOCs are attempting to remove their obligations to provide CLECs
with access to UNEs, as described more fully in Chapters III-V.
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2. Wireless Market

Demand for wireless phones remains relatively high and continues to grow. As
shown in Figure 4, the number of mobile wireless subscribers at the national level has

increased 65% since 1999.

Figure 4— Wireless Subscribers by Year
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SOURCE: Local Telephone Competition Reports, FCC (Aug. 2000, May 2001, July 2002, Dec. 2002).

The price for wireless phone service has dropped by 30% between December
1997 and June 2001.% The average wireless customer paid only 5% more in 2001 than in
2000 for service, but used that service 50% more.>

3. Long-Distance Market

The long-distance market has probably been most heavily influenced by the
competitive transition. Competition has increased as the RBOCs have received authority
to enter the market. The long-distance service offered as part of many wireless phone
plans allows consumers to substitute wireless service for traditional long-distance usage.
In addition, “instant messaging” and even email are affecting long-distance.

*? Shelley Emling, Telecom pain: No long-distance gain, AUSTIN AMERICAN-STATESMAN, June
28,2002, p. 1C.

*® Bad Connection, FORBES, August 12,2002, p. 85.
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In July of 2000, SBC entered the Texas long-distance market after its grant of
Section 271 authority. In February of 2001, SBC also entered the long-distance markets
in Kansas and Oklahoma. In December of that year, SBC entered the long-distance
markets in Arkansas and Missouri. Although SBC has been in the long-distance market
for a relatively short period, SBC states that it has 5.9 million customers in the six states
where it provides long-distance service, out of a total of 19 million access lines. SBC’s
share of the long-distance market in those six States is, therefore, over 30%.3! InJ anuary
of 2002, less than two years after SBC had been granted the authority to provide long-
distance in Texas, and less than one year after SBC’s entry into Kansas and Oklahoma,
SBC estimated that it served over 35% of long-distance consumers in those three States.*
In December 2002, SBC was granted Section 271 authority in California: “with the
launch in California, SBC will be in a position to provide long-distance service to
approximately two-thirds of its local lines.”>

Other RBOCs have experienced rapid growth in the long-distance market as well.
For instance, Verizon has captured approximately 30% of the long-distance market in
New York and Massachusetts.’® In New Jersey and Maine, Verizon gained 9% of the
consumer market within three months of introducing long-distance service. Contrast
these numbers with CLEC penetration in the local market; it took CLECs almost six
years in the local market to gain a 10% share. As of December 2002, Section 271
approvals have been granted in 35 states and there are pending applications for an
additional three states. RBOC entry into the long-distance market should therefore
continue to gain momentum over the coming years.

As noted above, wireless phone plans may offer low-cost long-distance, which
can substitute for traditional long-distance usage. According to Forrester Research,
wireless companies will take as much as $3 billion in revenue away from long—distance
companies by 2006, while costing local carriers $8.8 million in that same time.’

Between December 1997 and June 2001, the price for wireless phone service
dropped more than 30% per minute, while the long-distance charges related to traditional
wireline phone service dropped more than 10% and the price of local phone service rose
12%.% In an effort to combat the loss of long-distance minutes from wireless usage and
to respond to the long-distance plans offered by SBC and other RBOCs, many traditional
long-distance providers are offering packages that include unlimited long-distance for a
fixed rate.’”” Some long-distance companies have tried to offset high costs by adding

31 Southwestern Bell Corporation, SBC INVESTOR BRIEFING (October 24, 2002) at 5.
32 Southwestern Bell Corporation, SBC INVESTOR BRIEFING (January 24, 2002) at 7.
3 1d. at 6.

3* VERIZON INVESTOR QUARTERLY (October 25, 2002) at 5.

33 Shelley Emling, Telecom pain: No long-distance gain, AUSTIN AMERICAN-STATESMAN, June
28, 2002, p. 1C.

3 1d.
37 Ryan Chittum, Phone Service On the Cheap, WALL STREET JOURNAL, July 2, 2002, p. D1.
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monthly fees to long-distance. MCI WorldCom, Sprint, and AT&T have all added fees
of $1.95-$1.99 to the price of their long-distance services, presumably to cover the costs
of in-state access charges (about $0.057 per minute in Southwestern Bell Telephone
(SWBT) areas in Texas).”® Further information on the long-distance market, pertaining
specifically to AT&T, WorldCom, and Sprint, may be found in Appendix F.

4. Broadband Deployment

“Broadband” is a term used to describe high-speed access to the internet. Modes
of broadband include digital subscriber line (DSL) service provided by phone companies
over telephone lines; high-speed access via cable typically provided by cable television
providers; and satellite and wireless service. As illustrated in Tables 1 and 2, the number
of broadband users nationwide has steadily increased since 1999, more than tripling in
the last two years.

Table 1 — Number of Broadband Users Nationwide (1999-2002)

Broadband Dec. 1999 | June 2000 | Dec.2000 | June 2001 | Dec. 2001 | June 2002
Technology
Cable Modem 1,411,977 | 2,284,491 3,582,874 | 5,184,141 | 7,059,598 | 9,172,895
Asymmetric 369,792 951,583 1,977,101 | 2,693,834 | 3,947,808 | 5,101,493
Digital Subscriber
Line (ADSL)
Other Wireline 609,909 758,594 1,021,291 | 1,088,066 | 1,078,597 | 1,186,680
Fiber 312,204 307,151 376,203 | 455,593 494,199 520,884
Sat./Fixed Wireless 50,404 65,615 112,405 194,707 212,610 220,588
Total 2,754,286 | 4,367,434 7,069,874 | 9,616,341 | 12,792,812 | 16,202,540

SOURCE: High-Speed Services for Internet Access: Subscribership as of December 2001, FCC (Dec. 2002).

Table 2 — Growth of Broadband Users Nationwide (1999-2002)

% Growth | % Growth % Growth % Growth % Growth
Broadband Dec. 1999 — | June 2000 — | Dec. 2000 — | June 2001 — | Dec. 2001 —
Technology June 2001 | Dec, 1999 June 2001 Dec. 2001 June 2002
Cable Modem 62% 57% 45% 36% 30%
ADSL 157% 108% 36% 47% 29%
Other Wireline 24% 35% 7% -1% 10%
Fiber -1.6% 23% 21% 8% 5%
Sat./Fixed Wireless | 30% 1% 73% 9% 4%
Total 59% 02% 36% 33% 27%

SOURCE: High-Speed Services for Internet Access: Subscribership as of December 2001, FCC (Dec. 2002).

% Vikas Bijaj, MCI to add long-distance fee in Texas, DALLAS MORNING NEWS, August 6,

2002, p. D6.
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As shown in Tables 1 and 2, the FCC reports that broadband nationwide usage
increased by 27% during the first half of 2002, from 12.8 million to 16.2 million lines,
compared to a 33% increase, from nearly 9.6 million to 12.8 million lines, during the first
half of 2001. Of the 16.2 million high-speed lines, residential and small business
subscribers grew 27% from 11 to almost 14 million users reported six months earlier.

DSL lines increased by 29% during the first half of 2002, from nearly 3.9 million
to over 5.1 million lines, compared to a 47% increase, from 2.7 million to 3.9 million
lines, during the preceding six months.”’ Cable modem service increased by 30% during
the first six months of 2002, from 7 million to 9.1 million lines.** By comparison, cable

modem service increased by 36%, from nearly 5.2 million to 7.1 million lines, during the
last half of 2001.*"

SBC reported an increase in broadband subscribers of 14% in the second quarter
of 2002.* BellSouth signed up 74,000 DSL customers in the second quarter of 2002 for
a total of 800,000 DSL customers.* AT&T also reported growth in broadband (most of
which is cable) in the second quarter of 2002.** The internet research firm
Nielsen/NetRatings reported in March 2002 that the amount of time spent online by
broadband users has surpassed the amount of time spent online by dial-up users in
January 2002. The firm also reported that the total amount of time spent online by
broadband users had risen 64% between January 2001 and January 2002.*°

3 High-Speed Services for Internet Access, Status as of June 30, 2002, Federal Communications
Commission, Industry Analysis and Technology Division, Wireline Competition Bureau, December 2002.
Available online at: www.fce.gov/web/iatd/comp.html.

0 1d.
" 1d

“2 SBC Communications reports lower earnings for 2nd quarter, ASSOCIATED PRESS, July 23,
2002.

*# Seth Schiesel with Simon Romero, Regional Bell Giants No Longer Invulnerable, NEW YORK
TIMES, July 23, 2002, sec. C, p. 6.

“ Bruce Meyerson, AT&T Posts 812.7 Billion Loss, ASSOCIATED PRESS, July 23, 2002.
* Broadband Usage Surpasses Dial-Up, 1L.OS ANGELES TIMES, March 6, 2002.
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Chapter III. Status of the Texas Telecommunications Industry

In June 2000, Southwestern Bell Telephone (SWBT) was granted approval by the
Federal Communications Commission (FCC) to enter the long-distance market in Texas.
As determined by the Commission and the FCC during SWBT’s Section 271 approval
process, SWBT had met the statutory requirements to open its local markets to
competition.** SWBT entered the long-distance market in July 2000. Two years later,
Southwestern Bell Corporation (SBC) has made significant progress in the long-distance
market while competition in the local market is still emerging, and many competitors of
SWBT are struggling to remain financially viable.  As competition in the
telecommunications market continues to take hold in Texas, several issues and matters
have been brought to the forefront for the Commission’s consideration.

Chapter III examines competitive issues relating to the local service market in
Texas. The discussion begins with an assessment of the data regarding the overall
industry revenue and market share for incumbent local exchange carriers (ILECs) and
competitive local exchange carriers (CLECs) in Texas. The discussion then turns to how
ILECs and CLECs compete in the marketplace. This analysis includes a discussion of
the CLECs’ methods of entry and geographic market.

Additionally, the Chapter examines competitive issues relating to the long-
distance market, including the disparity between intrastate and interstate access rates and
the pass-through of access rate reductions by long-distance carriers. The Chapter ends
with a look at competitive issues relating to broadband.

A. Local Telephone Market in Texas
1. Texas CLEC Certifications

From the passage of the FTA until 1999, Texas saw a huge influx of CLECs
seeking to serve markets throughout the State. Under the Public Utility Regulatory Act
(PURA) § 54.001, a CLEC must have a certificate issued by the Commission to operate
and provide telecommunications service in Texas."’ As illustrated by Figure 5, the
number of service provider certificates of operating authority (SPCOAs) and certificates
of operating authority (COAs) applied for and granted annually has declined steadily
since 2000. For the year 2001, the Commission awarded 73 SPCOAs and 1 COA; and as
of October 23, 2002, the Commission had awarded 34 SPCOAs and 2 COAs. This
represents a noticeable decline from the year 2000 when 106 SPCOAs and 6 COAs were
awarded. In addition, the number of SPCOAs and COAs relinquished by CLECs has
increased from 10 in 2000 to 23 and 19 in 2001 and 2002, respectively.

* Application by SBC Communications Inc, Southwestern Bell Telephone Company, and
Southwestern Bell Communications Services, Inc. d/b/a Southwestern Bell Long Distance Pursuant to
Section 271 of the Telecommunications Act of 1996 to Provide In-Region, InterLATA Services in Texas, CC
Docket 00-65, Memorandum Opinion and Order, at 395 (rel. June 30, 2000).

“7PURA § 54.001 (Vernon 1998 & Supp. 2003).



16

2003 Report on Scope of Competition in Telecommunications Markets in Texas

Figure S — Number of SPCOAs and COAs Certifications
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As shown in Table 3, there are 490 CLECs certified to operate in Texas. Of the
554 certificated telecommunications utilities in Texas, 202 submitted data responses to
this year’s scope of competition data request, 138 of them CLECs, compared to 128
CLECs in 2000.** In addition, 76 CLECs filed letters stating that they did not provide
services in Texas during the requested time period.*

Table 3 — Number of Texas CLECs

1996 | 1998 | 2000 | 2002
Approx. Number of Certificated 70 200 432 490

CLECs

e ————————————
Approx. Number of CLECs n/a 50 128 138
filing Data Responses

SOURCES:  Report to the Seventy-Fifth Legislature on the Scope of Competition in
Telecommunications Markets at 2 (January 1997), Report to the Seventy-Sixth Legislature
on the Scope of Competition in Telecommunications Markets at 55, 92 (January 1999),
Report to the Seventy-Seventh Legislature on the Scope of Competition in
Telecommunications Markets at 37 (January 2001); Texas PUC 2003 Scope of
Competition Data Responses.

This decline in the number of CLECs in Texas is consistent with trends at the
national level. The number of CLECs in Texas declaring bankruptcy and discontinuing
services has steadily increased; between 1999 and 2002, 47 CLECs declared bankruptcy.
Seven of those went into Chapter 7 bankruptcy, which resulted in the liquidation of the
company’s assets. A complete list of all carriers with operations in Texas that have filed
for bankruptcy is available in Appendix G.

* The data compiled for this year’s scope report includes self-reported data from 202 ILECs and
CLECs. The Commission estimates that this represents at least 95% of the access lines served in Texas.

* It is important to note that the number of SPCOAs and COAs overstates the actual number of
entrants into the market. While the Commission has certified many carriers to provide service, some have
yet to offer any service to the public. A carrier who does not have any customers to date is only a potential
competitor. In addition, some carriers with certificates no longer provide service.
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2. Overall Industry Revenues and Market Share

After three years of rapid growth, CLEC revenues and access lines ceased to grow
in 2002. As shown in Figure 6, CLEC revenues from basic dial-tone service in Texas
have also flattened out to approximately $527 million in June 2002, compared to $2.8
billion for the ILECs.

Figure 6 — ILEC vs. CLEC Basic Local Service Revenues in Texas
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$3,000,000,000
$2,760,588,062 | | | $2.827,308,197
52500000000 $2,795,670,488 !
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g aiLEC
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o $1,500,000,000
$1,000,000,000
$500,000,000
$524,070,618 $526,716,868
$152,634,112 $262,054,308
$0 ‘ , '

1999 2000 2001 2002

SOURCE: Texas PUC 2003 Scope of Competition Data Responses. The June 2002 revenue as reported has been doubled to
estimate year-end 2002 revenues.



Chapter 3 — Status of the Texas Telecommunications Industry 19

From December 2001 to June 2002, the number of ILEC lines decreased from
11,365,441 to 11,350,694, while the total number of CLEC lines decreased from
2,166,033 to 2,078,465 during that same period.”® This represents a decrease of CLEC
market share from 16% to 15% during that same period and a corresponding increase in
ILEC market share from 84% to 85%, despite the overall decrease in ILEC lines.

Figure 7— ILEC vs. CLEC Lines in Texas
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SOURCES: Local Telephone Competition Reports, FCC (Aug. 2000, May 2001, July 2002), Texas PUC 2003
Scope of Competition Data Responses.

The rate of overall CLEC market-share growth, which measures the momentum
of competitors in the local exchange market, has shown a sharp downward trend over the
last two-year period.

Table 4 — CLEC Market Share and Growth Rates in Texas

Dec. 1999 | June 2000 | Dec. 2000 | June 2001 | Dec. 2001 | June 2002
Market 4% 8% 12% 14% 16% 15%
Share
Growth — 75% 58% 15% 13% 3%
Rate

SOURCES: Local Telephone Competition Reports, FCC (Aug. 2000, May 2001, July 2002), Texas PUC 2003 Scope of
Competition Data Responses.

%0 For additional data regarding ILEC and CLEC Retail lines in Texas from December 1999 to
June 2002, please see Appendix H.
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To put the data in a national context, CLEC line growth in Texas (approximately
15% at the end of June 2002) was higher than both the national average (approximately
11%) and the CLEC share in California (approximately 9%). As shown in Figure 8,
CLECs in New York, the first state to gain Section 271 approval in 1999, had 25% of the
lines.

Figure 8 — CLEC Line Growth in Texas Compared with Nationwide
and Other States
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SOURCES: Local Telephone Competition Reports, FCC (Aug. 2000, May 2001, July 2002, Dec. 2002), Texas PUC 2003
Scope of Competition Data Responses. The FCC reported 2,170,914 CLEC access lines in Texas as of June 2002, which is
92,449 more lines than CLECs reported to the Texas PUC for the same reporting period.

3. CLEC Business Strategies

a. CLEC Modes of Entry

As explained in Chapter II of this Report, Section 251 of the Federal
Telecommunications Act (FTA) envisioned three basic modes of entry by CLECs: °! (1)
facilities-based; (2) unbundled network elements (UNEs);** and (3) resale.

>! Please see Appendix I for a detailed explanation of CLEC entry strategies.

2 The leasing of UNEs typically occurs in one of two fashions, via UNEs (also known as UNE-
Loop or UNE-L, which is the lease of one or more of the network components required for the provision of
a telecommunications service), or UNE-Platform (UNE-P, which is the lease of a complete set of network
elements that allows the provision of an end-to-end circuit). Individual or combinations of UNEs are
available pursuant to the parties’ relevant interconnection agreement, such as the Texas 271 Agreements
(T2A).
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As 1illustrated by Figure 9, Texas CLECs serve customers primarily through
unbundled network element platform (UNE-P). As noted earlier, many incumbents are
attempting to restrict or limit the CLECs’ ability to provide service to end-use customers
through UNE-P by seeking changes at the federal level. Because Texas CLECs rely
heavily on the use of UNE-P as an entry mechanism, such a decision could have a
widespread effect on the competitive market for local telecommunications services in
Texas. As is also shown in Figure 9, CLECs serve 30% of their customers using some or
all of their own facilities. This includes CLEC-owned and unbundled network element
loop (UNE-L) entry strategies.

Figure 9— CLEC Lines by Entry Strategy in Texas, as of June 2002

B UNE-L @ Resale

1%

M Facilities based
20%

@ UNE-P
59%

SOURCE: Texas PUC 2003 Scope of Competition Data Responses
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Revenues from total service resale (TSR) have sharply dropped since 1999, and
seem to have bottomed out. Revenues reported from the use of unbundled network
elements (UNEs) in combination with the CLEC’s own switch (known as UNE-L) have
also recently shown a downward trend. In contrast, revenues from providing service
entirely through the CLEC’s own facilities (facilities-based) have steadily increased in
the past six months. CLECs using the UNE-P reported revenues that almost doubled
between 2000 and 2001, and have since flattened out.

Figure 10 — Revenue by CLEC Entry Strategy in Texas
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As reflected in Figure 11, the CLECs in the Texas market rely on UNEs more
than CLECs in other States. Texas is second only to New York in the number of lines
served via UNEs.

Figure 11 — Texas CLEC Entry Strategy vs. Nationwide

100%

90%

80%

70%

40%

0

2

= 60%

2

= 50% B Texas
k] B Natiorwide
-

c

]

)

S

]

a

30%

20% 1

10% -

0% -

Resale Facilities-based UNEs

SOURCE: June 2002 national data reported in Local Telephone Competition Reports, FCC (Dec. 2002),
compared with June 2002 Texas data from the Texas PUC 2003 Scope of Competition Data Responses.

b. CLEC Geographic Markets

Overall, CLECs serve Texas customers in all areas of the State, although CLECs
serve more customers in urban than in rural areas in absolute terms.

Table 5 — Total Access Lines by Geography

Rural Suburban Urban Total
ILEC 2,918,097 2,287,050 6,145,547 11,350,694
CLEC 564,413 330,484 1,182,759 2,077,656
Total 3,482,510 2,617,534 7,328,306 13,429,159

SOURCE: Texas PUC 2003 Scope of Competition Data Responses. The CLEC line total excludes
809 access lines for which exchange information was not provided by the carrier.

On a percentage basis, CLECs now serve the same percentage of the access lines
in rural areas as in urban areas, as shown by Figure 12. CLECs actually serve a smaller
percentage of the access lines in suburban areas than they do in urban or rural areas.
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Figure 12 — ILEC versus CLEC Lines in Texas by Geography as of
June 30, 2002
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While many CLECs continue to focus their competitive efforts in urban areas, a
few niche players have remained strong by serving suburban or rural customers. Sage
Telecom, for example, serves rural residential and business customers exclusively
through UNE-P, without using any of its own facilities.> Using market entry strategies
such as UNE-P, UNE-L, TSR, and facility deployment, CLECs have acquired some level
of penetration in virtually all areas of the State. 4

53 Ppetition of MCI Metro Access Transmission Services, LLC, Sage Telecom, Inc., Texas UNE
Platform Coalition, McLeod USA Telecommunications Services, Inc. and AT&T Communications of Texas,
L.P. for Arbitration with Southwestern Bell Telephone Company Under the Telecommunications Act of
1996, Docket No. 24542, Direct Testimony of Gary P. Nuttall at 7 (Dec. 7, 2001).

** See maps contained in Appendices J-M.
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As shown in Figure 13, of June 2002, a higher percentage of rural than urban or
suburban customers were served by CLECs using the CLEC’s own facilities.>

Figure 13 — CLEC Lines by Geography and by Entry Strategy in
Texas, as of June 2002
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As shown in Table 6, CLECs serve far fewer lines in suburban areas than in rural
or urban, and more than twice as many customers by their own facilities in rural than in
urban areas.

Table 6 — CLEC Lines by Entry Strategy and Geography in Texas

Facilities TSR UNE-L UNE-P Total
Rural 269,300 71,684 3,036 220,393 564,413
Suburban 51,681 40,877 23,615 214,311 330,484
Urban 102,741 124,401 186,345 769,272 1,182,759

SOURCE: Texas PUC 2003 Scope of Competition Data Responses

As illustrated by Figure 14, CLECs have obtained more lines in urban areas,

primarily in downtown and other business districts.>®

This could be attributed to high

investment costs and small customer bases in rural areas, resulting in smaller profit

margins.

> Appendix A, Research Methodology, contains the definition of rural, suburban, and urban that
was used to collect data for the 2003 Scope of Competition Report.

3¢ See also maps contained in Appendices J-M.
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Figure 14 — Total Number of CLEC Lines by County, as of June 2002
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C. CLEC Business and Residential Customers

As of June 2002, CLECs served more residential than business lines in all markets
throughout the State. However, it is important to note that the statewide ratio of
residential versus non-residential lines is 1.75 to 1, whereas the CLEC ratio is 1.5
residential lines to 1 non-residential line.

Table 7 — Total ILEC and CLEC Residential and Non-Residential
Lines in Texas, as of June 2002

ILEC CLEC TOTAL
Residential 7,319,140 1,235,214 8,554,354
Non-Residential 4,031,554 843,251 4,874,805

SOURCE: Texas PUC 2003 Scope of Competition Data Responses, excludes ILEC-reported
wholesale lines.

A further breakdown of the CLEC residential and non-residential lines in Texas
reveals that in all three zones of the State (rural, suburban, and urban),5 7 CLECs have
more residential lines than non-residential.

Figure 15 — CLEC Lines by Geography and Type of Customer in
Texas
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SOURCE: Texas PUC 2003 Scope of Competition Data Responses. Excludes ILEC-reported
wholesale lines, and 809 CLEC access lines for which exchange information was not provided.

>7 Appendix A, Research Methodology, contains the definition of rural, suburban, and urban that

was used to collect data for the 2003 Scope of Competition Report.
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UNE-P remains the entry strategy of choice for CLECs to serve residential
customers in any of the three zones.

Figure 16 — CLEC Residential Lines by Entry Strategy in Texas
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However, as shown in Figures 17 and 18, CLECs have made deeper inroads into
the non-residential market. CLECs serve three times as many non-residential customers
in rural areas (148,190 lines) than in urban areas (49,899 lines) using their own facilities
to provide service.

Figure 17 — CLEC Non-Residential Lines by Entry Strategy in Texas
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In addition, CLECs serve 23% of the business customers in rural areas of the

State, compared to 17% market penetration in urban areas, and just 12% in suburban
areas.

Figure 18—LEC Non-Residential Lines in Texas by Geography as of
June 30, 2002
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SOURCE: Texas PUC Scope of Competition Data Responses. Excludes ILEC-reported
wholesale lines, and 809 CLEC access lines for which exchange information was not provided.
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B. Broadband Market in Texas

Since the 2001 Scope Report, broadband subscribership in Texas has grown from
152,000 customers in December 1999 to over one million customers as of June 2002.

Figure 19 — Broadband Subscribers in Texas
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SOURCE: High Speed Services for Internet Access, FCC (Dec. 2000, August 2001, Feb. and July 2002).

FCC data reveals that of the high-speed lines in Texas, 89% were for residential
and small business use; the remaining 11% were lines in service connecting to medium
and large business, institutional, or government end-user customers.”®

With respect to technology deployed in the last mile, 55% of high-speed services
were delivered over coaxial cable; 35% were delivered over asymmetric digital
subscriber line (ADSL); and 10% included wireline technologies other than asymmetric
digital subscriber line (ADSL), optical fiber to the subscriber’s premises, satellite, and
terrestrial, fixed wireless systems.”

® Federal Communications Commission, Industry Analysis and Technology Division, High-
Speed Services for Internet Access, Status as of June 30, 2002. WIRELINE COMPETITION BUREAU,
December 2002. Available online at: www.fcc.gov/web/iatd/comp.html.

% Federal Communications Commission, Industry Analysis and Technology Division, High-
Speed Services for Internet Access, Status as of July 30, 2002, WIRELINE COMPETITION BUREAU, December
2002. Available online at: www.fcc.gov/web/iatd/comp.html.
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With respect to other States, Texas was ranked fourth for the number of high-
speed lines. For the period 1999 to 2002, Texas’s broadband growth rate exceeded the
national average and that of many other large States.*

Table 8 — Broadband Subscribers in Texas Compared to Other States

STATE 1999 JUNE 2000 | DEC. 2000 | JUNE2001 | DEC.2001 | JUNE 2002 %
TOTAL TOTAL TOTAL TOTAL TOTAL TOTAL CHANGE
1999 1O
2002
Texas 152,518 267,087 522,538 646,839 840,665 1,050,511 589
California 547,179 910,006 1,386,625 1,705,814 2,041,276 2,598,491 375
Massachusetts | 114,116 185,365 289,447 357,256 505,819 583,627 411
New York 186,504 342,743 603,487 893,032 1,199,159 1,460,894 683
North 57,881 81,998 136,703 205,616 357,906 461,736 698
Carolina
Pennsylvania 71,926 79,892 176,670 263,236 376,439 516,488 618
Nationwide 2,754,286 | 4,367,434 | 7,069,874 | 9,616,341 12,792,812 | 16,202,540 488
Total

SOURCE: High Speed Services for Internet Access, FCC (December 2002).

Broadband providers continue to offer new products and services to attract
additional customers. In August 2002, SBC Communications released plans to roll out
additional lower-speed, lower-priced digital subscriber line (DSL) options in certain
markets in Texas in an attempt to compete with the cable modem market.®’ For example,
in a co-branding arrangement with Yahoo, SBC rolled out a slower, less expensive DSL
service for $42.95 per month in September 2002.%

Cable continues to capture market share, and with the addition of video-on-
demand platforms, the cable industry is expected to continue to perform well.®

As reflected in Figures 20 and 21 below, in general, there are more broadband
providers in counties with higher population densities. However, Figure 21 demonstrates
that while several counties in Texas lack cable or DSL providers altogether, a few
somewhat sparsely populated counties of the State actually are served by one or more
providers.

1.
1 Andrea Ahles, Quick studies, FORT WORTH STAR-TELEGRAM, August 22, 2002, p. C1.

62 Andrea Ahles, SBC Communications offers co-branded broadband service, STAR-TELEGRAM
at 2C (Sept. 19, 2002).

% Roben Farzad, Telecom-Mess Survivors, FWST (May 5, 2002); Dan Sweeney, Cable’s Plumb
Position, AMERICA’S NETWORK at 32 (July 1, 2002).
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Figure 20 — Number of Broadband Providers per County as of June
2002
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Figure 21 — Number of Broadband Providers by Population Density of

County
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SBC offers a DSL product—referred to as Project Pronto—that it launched in the
Fall of 1999.% By placing remote terminals further into residential neighborhoods, SBC
is able to overcome distance limitations to bring DSL service within the reach of the vast
majority of its customers. SBC’s goal at the outset was to have DSL available to 80% of
its customer base by 2002. By October 2001, SBC had scaled that number back to 58%
and was announcing a further slowdown in towns with lower population densities.** This
slowdown was intended to cut capital expenditures by $1 billion.

As shown in Figure 22, 94% of SBC’s DSL deployment in Texas is in urban
areas, including low-income urban areas.

Figure 22 — Urban vs. Rural SBC Wire Centers with DSL Deployment,
4th Quarter 2001
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6 Karen Brown, SBC Takes Pronto Out Of DSL Buildout Pace, BROADBAND WEEK, October
29, 2001.

% 1d.
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Figure 23 shows that as of the fourth quarter of 2001, 69% of SBC wire centers in
Texas had no deployment of DSL.

Figure 23 — xDSL Deployment in SBC Wire Centers, 4th Quarter 2001

No Deployment
69%

Urban withDSL
Deployment
29%

Rural withDSL
Deployment
2%

SOURCE: SBC/Ameritech Merger xDSL Deployment,
http://www.fce.gov/web/meot/SBC_AIT/xDSL_deployment (October 30, 2002)

SBC has argued that while DSL could be one of its key growth enterprises, it is
unwilling to invest further substantial capital in it under current regulations.®® According
to SBC, on a nationwide scale, although 70% of high-speed internet access consumers
use a cable modem and only 30% use DSL, the cable industry remains virtually
unregulated while SBC faces what it calls “pervasive regulation.”®’

% Vikas Bajaj, SBC says industry policies need to change, DALLAS MORNING NEWS, July 9,
2002, p. D1.

7 1d.
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C. Long-Distance Market in Texas
1. Market Share

Since entering the interLATA telephone markets in 2000, SBC’s share of the
Texas long-distance market has grown. Comparing the long-distance market share
(measured in minutes-of-use) jointly held by AT&T, MCI/WorldCom, and Sprint with
that of SBC and other carriers, the market share of SBC and others grew from 23% in
2000, to 34% in 2001, and reached 41% in 2002.%*

Figure 24 — Long-distance Market Share Over Time
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SOURCE: Texas PUC 2003 Scope of Competition Data Responses. The other category includes facilities-based IXCs,
such as Williams Communications and Broadwing, Inc., as well as resellers.

Increased long-distance competition has resulted in substantial savings for
customers. A recent analysis of Texas long-distance rates indicated that Southwestern
Bell’s entry into the long-distance market lowered peak long-distance prices by 11%,
weekday off-peak prices by 18%, and weekend off-peak prices by 9%.% The same study
found that the average Texas consumer would have paid $17.52 for long-distance prior to
SWBT’s entry and would have paid $15.72 in the post entry period, implying a savings
of $1.80 or 10.3%.

88 Texas PUC 2003 Scope of Competition Data Request.

% Hausman, Leonard, and Sidak, Does Bell Company Entry Into Long Distance
Telecommunications Benefit Consumers?, 70 ANTITRUST L.J. (2002) at 463.
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2. Long-Distance and Wireless Comparison

As discussed in Chapter II of this Report, the wireless market is growing while
the long-distance market seems to be shrinking. Table 9 demonstrates that there is some
correlation between the growth in the wireless market and the decline in the long-distance
market. This comparison was done by comparing the number of mobile subscribers in
Texas, which has nearly doubled in the last two years, with the number of switched
access minutes-of-use in Texas, which increased slightly between 1999 and 2000 and has
subsequently fallen off by about 3%. Table 9 also includes the number of basic dial tone
lines, which expanded in 2000 from 1999 levels, but fell in 2001.

Table 9 — Comparison of Wireline and Wireless in Texas

1999

2000

2001

Mobile Wireless Subscribers

5,792,453

7,548,537

9,062,064

Long-distance (Switched
Access) Minutes of Use

11,397,493,545

11,495,969,512

11,137,023,457

Total Basic Dialtone Lines

13,188,047

13,750,684

13,531,474

SOURCES: Local Telephone Competition Reports, FCC (Aug. 2000, May 2001, July 2002),

Texas PUC 2003 Scope of Competition Data Responses.




